


Charybdis and Grace v. Commissioner, 395 U.S. 316 (1969),which
established the reciprocal trust doctrine, the principle by which
trusts are to be disregarded if they leave the couple in essentially
the same economic position as if they had created trusts naming
themselves as lie beneciaries. (In designing a SLAT, never orget
that “a transaction between family members is … subjected to
heightened scrutiny to ensure that it is not a sham or disguised
gift.” Bongard v. Commissioner, 124 T.C. 95 (2005).

Eachtrustwillalsocontainafeaturethatwouldseemcounterintuitive
to couples who prefer to celebrate their anniversaries with a
romantic dinner instead of signing trust documents. SLATs
typically include a provision by which the grantor voluntarily
commits to paying the tax on the trust’s income, even though the
grantor doesn’t receive it.

Grantor trusts were once the poison ivy of the tax code. Regulations
adopted 0 years ago, codied in , discouraged grantors rom
retaining certain powers, by taxing the grantors on the income of
such trusts.

Then came the Tax Reorm Act o , which stiened estate
and gift tax rules while lowering the top income tax rate to the low
0s. Ater about a decade, estate planners realized that a grantor
trust could be a useful gambit, that the poison ivy could become
an herbal remedy.

After all, if grandpa paid tax at 33 to 39 percent, which was lower
than the estate tax rate of 40 to 55 percent, and the kids received
their distributions without a K-1, grandpa’s estate would be

reduced by the tax payment and more wealth could be transferred
to younger generations free of estate tax.After internal controversy,
the Internal Revenue Service ruled in 2004 that grandpa’s payment
o the income tax is not a git to the beneciaries (although the
trust would be included in grandpa’s estate if the trust instrument
oashly requires that he be reimbursed or the tax payment).

Thus, spousal lifetime access trusts are often structured as grantor
trusts. In case the grantor later tires of paying the tax, a well-
drated SLAT would authorize its grantor to escape the tax liability
in future years by electing to shed the retained powers that made
it a grantor trust.

SLATs were exotic innovations 15 years ago, when a temporarily
heightened estate tax exemptionwas scheduled to end onDecember
31, 2012, and revert to the $1 million set in the previous century.
The gure was obviously out o date, but a permanent x proposed
in 2009 by Tom Carper and several Senate colleagues was blocked
by legislators hoping for full repeal of estate tax. When President
Obama was reelected, those legislators acceded to the current tax
structure, with a basic exemption of $5 million, indexed from
2011, with portability to surviving spouses.

Many of the pioneering SLATs of 2011-12 have encountered a fact
of modern domestic life. Couples divorce. Grandpa may be less
accepting of paying the tax on income distributed to his ex-wife.
Is there a recourse?
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